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01 . O NTRODUCTI ON

The Flavored Malt Beverage Coalition ("FMBC') hereby submits these comments on

Notice 4, Flavored Malt Beverages and Rel ated Proposals.1 FMBC nenbers agree with Notice

4 that the Al cohol & Tobacco Tax & Trade Bureau (“TTB") should take the |lead in devel oping

regul atory standards for flavored malt beverages (“FMBs”), as they represent a significant and
growi ng part of the beer narket. FMBC respectfully disagrees with the 0.5% al cohol by vol une
(“ABV") standard proposed in Notice 4, however, and urges TTB to adopt instead the nore
reasonable majority standard requiring that nore than 50% of the alcohol in an FIVIB derive from
fermentation of the product’s beer/malt beverage base. FMBC s reasoning and its comrents on
other parts of Notice 4 follow

OFMBC s nenbers represent a broad spectrum of the al cohol beverage industry, from

very large international conpanies to regional breweries. See List of FMBC Menbers, Exhibit 1. Together, FMBC nenbers narketed and/or produced approxi mately 56% of the FMBs sold
in the United States |ast year. As conpanies that collectively spent hundreds of mllions of

dollars to devel op products now threatened by a change in federal policy, FMBC nenbers have

a particular interest in the outcone of the present rul enaking.

OWe begin these comments with the historical background that underlies and inforns the

present “controversy” over FMBs, particularly their formulation. Part Il summarizes FMBC s
coments, followed by a nore detail ed explanation of those comments in Part TV. Part TV has
seven mmjor parts, containing: (A) the reasons a final rule should adopt a mjority standard
instead of the proposed 0.5% standard; (B) the reasons TTB | acks the statutory authority to limt
the al cohol contribution of flavors to products classified as “beer” and “nalt beverages;” (O

1 68 Fed. Reg. 14291 (Mar. 24, 2003). See also 68 Fed. Reg. 32698 (June 2, 2003) (extending deadline for
(9 coments to Cctober 21, 2003).
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other coninments related to FMB fornulation; (D) clarifications to the proposed nalt beverage
| abeling and advertising provisions; (E) the reasons a final rule should not limt alcohol content

labeling solely to nalt beverages containing non-beverage flavors; (F) a brief rebuttal of the
primary argunments enpl oyed by supporters of a 0.5% standard; and (G comments concerni ng
the Paperwork Reduction Act and the Regulatory Flexibility Act.

I'l. H STORI CAL BACKGROUND TO THE COMVENTS
1. OThe First FMBs

OAs TTB recogni zes, see 68 Fed. Reg. at 14295, 14296, federal policy has long pernmtted

brewers to add non-beverage flavors containing alcohol2 to create products taxed as “beer” under
Chapter 51 of the Internal Revenue Code (“IRC'), 26 U S.C. 88 5001-5691, and classified as

“malt beverages” under the Federal Al cohol Adm nistration Act (“FAA Act”), 27 U S.C. 88 201-

[0J211. OFMBs trace their origins to the 1940s and first became a relatively inportant part of the market in the late 1960s, when the first generation of FMBs gained popularity as an alternative to

the “pop wines” of the time. Those early FMBs included well-known brands |ike Chanpal e and

Mal't Duck and resenbl ed today’'s FMBs in many respects: Brewers added substantial amounts

of water and sweeteners (sucrose, fructose, etc.) to a relatively snall malt beverage base, used
techniques to minimze the hop flavor of such products, and added non-beverage flavors that
contributed flavor and al cohol to the finished product. And |ike today's FMBs, those

groundbr eaki ng products pronpted consi derabl e controversy as conpetitive interests sought to

i npose new regul ati ons on the products. See Menp from unnamed author, to Conmi ssioner of

I nternal Revenue, dated Dec. 9, 1970, Exhibit 2.

2 These comments use the term “non-beverage flavors” to refer to flavors deenmed “unfit for beverage purposes” and
containing al cohol. See 26 U.S.C. § 5131.
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TTB ‘s predecessor agencies were well aware of the early devel opment of FMBs, as

federal policy since the 1950s required brewers to subnmit for review and approval a statenent of
process (“SOP") for any beer produced with non-standard ingredients like flavors. See Industry

Circular 57-17 (July 2, 1957). The SOP —a type of recipe —notifies the Agency of all

ingredients used in the product, and nust state a quantity or quantity range per ingredient that a
brewer nust adhere to during actual production. Thus, federal regulators have approved the
addition of non-beverage flavors to beer/mlt beverage products for over thirty years. Indeed, a
1971 Revenue Procedure specifically addressed the addition of flavoring naterials to a malt
beverage. See Revenue Procedure 71-26; Industry Circular 71-19 (Aug. 4, 1971).

OThe next significant development in the history of FMBs arose froma different drink

category —the wine cooler. Becom ng popular in the early and m d-1980s, the wi ne cooler

conbined a fernented wi ne base with water, sweeteners and non-beverage flavors. The categorylsoon included a nyriad of products that tasted totally unlike their grape wine base. As early as
the m d-1980s, nationally-distributed wine cool er brands derived substantial ambunts of al cohol

fromtheir non-beverage flavors. See In Matter of MIller Brewing Co., Transcript of the

Proceedi ngs, Feb. 20, 2003, Testinony of Expert Wtness Vincent Ficca (“Ficca Test.”), Exhibit

3, at 44-47. FMBC knows of no federal regulation or policy then or nowthat restricts the

amount of al cohol non-beverage flavors can contribute to a wine cooler, or any other w ne

product .

2. 0The Second Ceneration of FMBs
OThe wi ne cool er spawned a second generati on of FMBs when cool er producers converted

froma wi ne base to a beer/malt beverage base. In the nid-1980s, the Stroh Brewery and
Canandai gua W ne Conpany marketed “cooler” products with a nalt beverage base instead of
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wi ne. The devel opment of the malt-based cooler accelerated in the late 1980s with the

introduction of the “Seagram Spritzer.” By the early 1 990s, other Seagram cool er products,

which originally contained a base of wine, converted to a malt beverage base. See id. O her
popul ar cool er products quickly foll owed Seagram s | ead, nost notably the Bacardi Breezer
brand famly and E. & J. Gallo’'s Bartles & Janmes brand fam|ly. Many of this second generation
of FMBs shared all the salient characteristics of today’'s nobst popular FMBs because they: (1)
derived a substantial majority of their alcohol from added non-beverage flavors, not the
fernmented base; (2) bore the names of well-known distilled spirit brands (e.g., Bacardi,
Seagran) ;3 and (3) did not resenble traditional nalt beverages in color, aroma or taste.

OThe conmpani es that created the second generation of FMBs over a decade ago built upon
what they believed was a solid regulatory foundation. TTB ‘s predecessor agencies had
recogni zed since at |east the early 1970s that brewers were addi ng non-beverage flavors to nalt

C beverages. See Revenue Procedure 71-26, 1971-2 C.B. 566. In 1980, ATF adopted the then-
nmost recent edition of the beer industry’'s Adjunct Reference Manual (the “BARM). See

Industry Gircular 80-3 (Mar. 10, 1980). That edition of the BARM and all subsequent editions

list ethyl alcohol as a permitted adjunct for use in flavoring nalt beverages. See Excerpts of
BARM 1998 Ed., Exhibit 4, Sec. 4, p. 37. Moreover, in the words of the BARM “ATF has

approved the use of the adjunct without an indication to the limtation on use.” Id. at Sec. 4, p.

50. ATE repeated this lack of any limtations in conmunications with industry nenbers like the
attached 1987 letter stating that the use of flavors is limted only by “any use limtations
applicable to the ingredients in each flavor.” See Letter from ATE to an Unnaned | ndustry

3 FMBC accordingly disagrees with Notice 4's statement that only “newer” FMBs enploy distilled spirit brand
nanmes. See 68 Fed. Reg. at 14297.
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Menber, dated June 18, 1987, Exhibit 5, at 2. The use limts appear in the Food & Drug
Admi ni stration's food safety regul ati ons, which place no limt on the use of alcohol in flavors.

OFMB producers also relied on specific federal actions in creating the second generation of
FMBs. Most fundanentally, of course, ATF, continuing a policy established in 1957, reviewed
and approved the SOP for each and every FMB produced in the United States or inported from
abroad,4 and it incorporated that policy into its regulations in 1988. See 27 C.F.R § 25.67.
ATF' s approval of these SOPs endorsed the use of non-beverage flavors up to the quantities
indicated in the SOPs, and high-1evel Agency officials were briefed on these devel opnents and
their inplications over ten years ago. See Menorandum from Charles N. Bacon, to Chief, Wne
and Beer Branch, dated June 1, 1992, Exhibit 6. ATF also reviewed and approved a certificate
of label approval (“COLA") for every FMB label. See 27 U.S.C. § 205(e); 27 C.F.R 88 7.30,
7.41.

03. OATF Ruling 96-1

OOn February 26, 1996, ATF published Ruling 96-1, which responded to reports received

by ATF that an industry member planned to devel op a hi gh-al cohol FMB using non-beverage

flavors as its primary al cohol sourcei Interpreting the FAA Act only, the Ruling recognized that
FM Bs “containing a significant ambunt of al cohol derived from added flavoring” existed in the
mar ket, but that none contained nore than 6% ABV in total alcohol. Thus, ATF held that it

would not limt the alcohol in FMBs containing not nmore than 6% ABV, subject to rul emaking

“in the near future.” For products containing nore than 6% ABV, Ruling 96-1 linmits the

4 | nported products nust submit to a pre-inport analysis, which is functionally the same as the SOP process.

5 For an explanation of why the nature of non-beverage flavors inherently limts the al cohol content of beers and
mal t beverages deriving a majority of their alcohol fromthose flavors, see Part IV.B.2, infra.
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contribution of alcohol fromflavors to not nore than 1.5% of the total alcohol in the finished
product. Finally, the Ruling required all SOPs for products containing non-beverage flavors to
include detailed informati on about the alcoholic strength of their ingredients and the al coho
sources in the finished product.

ATF abandoned its pledge to conduct rul emaking soon after the publication of Ruling 96-

1.0The law requires all federal agencies to publish a “Seniannual Regul atory Agenda” setting

forth all pending and active rul enaking projects in order to informinterested nenbers of the
public what regul atory changes they can expect. See 5 U.S.C. 8§ 602(a). Yet in Sem annua

Regul atory Agenda filings published in the 1990s after Ruling 96-1, ATF never once indicated

that it was planning or even considering new regulations that would limt the use of non-

6

beverage flavors in products classified as beer or nalt beverages. In fact, the Agenda's only

mention of flavored malt beverages during this period referred to possible new malt beverage
standards of identity “to recognize new categories of malt beverages as class and type
designations for malt beverages with flavorings and other nmaterials added.” 62 Fed. Reg. at
22182 (Apr. 25, 1997); 61 Fed. Reg. at 62990 (Nov. 29, 1996). By late 1997, the Agenda listed
this possible rulemaking as “w thdrawn” for further study, see 62 Fed. Reg. at 57963 (Cct. 29
1997). and it conpletely disappeared fromthe Agenda by the end of 1998.7

6 61 Fed. Reg. 62989-62997 (Nov. 29, 1996); 62 Fed. Reg. 22181-22189 (Apr. 25, 1997); 62 Fed. Reg. 57955-

57963 (Qct. 29. 1997); 63 Fed. Reg. 22480-22487 (Apr. 27, 1998): 63 Fed. Reg. 62224-6223 1 (Nov. 9, 1998); 64
Fed. Reg. 21766-21775 (Apr. 26, 1999); 64 Fed. Reg. 64887-64895 (Nov. 22, 1999).

7 Abandoning a rul enmaking is not unusual, and TTB predecessor agenci es often have announced plans for future

rul emaki ng that never materialize. See, e.g., Industry Crcular 2000-2 (July 6, 2000) (stating that “within the next
few nmonths” ATF will publish a notice of proposed rul enaki ng addressi ng the exportation of al cohol beverages);
Ruling 80-3 (stating that ATF will “thorougbly air” the classification, |abeling and advertising of |ight beer “in a

rul emaki ng proceeding”).



<< 00432083 >>
G her actions by ATE in the late 1990s further confirned that the Agency woul d not
proceed with rulenaking to linmt the use of non-beverage flavors in FMBs. ATF continued to

revi ew and approve SOPs and COLAs for FMB products and did not “qualify” those approvals

pendi ng further rul enaki ng —a common practice when possible new regul ations could affect the
validity of such approvals. Mreover, although Ruling 96-1 held that SOPs for FMBs should
include detailed informati on about their alcoholic ingredients and al cohol sources, ATE did not
enforce this requirenment until the publication of Ruling 2002-2 in April of last year. See Ruling
2002-2; Industry Circular 2002-4 (Apr. 8, 2002).

4. OThe Third CGeneration of FMBs

OBeginning in 1999, a third generation of FMBs began to gain unprecedented popularity

with American consumers. The category was spurred by the runaway success of a new product,

M ke’ s Hard Lenmpnade, quickly followed by other new “hard” | enonades and teas. The new

FMBs differed fromcoolers primarily by focusing on one or a few brands and deliberately
attenpting to court the nminstream beer drinker. Like their predecessors, nost third-generation
FMBs derived a substantial mjority of their alcohol fromflavors and did not |ook or taste |like
conventional -tasting beer.

[OOne of the products introduced in the |late 1990s, Tequi za, broke new regul atory ground

in two respects. First, Tequiza's brand name did not nmerely invoke a distilled spirits brand (e.g.,
Bacardi, Seagram but, instead, played off a recognized distilled spirit type, tequila. Cf 27

C.F.R 8 5.22(g) (identifying tequila as a class of distilled spirit). Second, Tequiza's |abeling

and, later, advertising trunpeted that it contained “a natural flavor of inported tequila.” See

Tequi za COLA, Exhibit 7; Tequi za Newspaper Advertisenent, Exhibit 8. Tequiza's reference to

a distilled spirit standard of identity (tequila) pronpted at |east one distilled spirit wholesaler to

(
- 7-
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inquire about the product’s status with ATF. Witing in response, an ATF official indicated for
the first tine in four years that the Agency was considering rul enaki ng concerning the addition

of non-beverage flavors to FMBs. See Letter fromWIIliam Foster, to Wlliam CGolciring, dated
June 22, 2000, Exhibit 9. In the letter and in several discussions with industry menbers and
representatives, that ATF official suggested that the Agency would limt the contribution of
flavors to “not nore than 25%of the total alcohol in the final product.” Id. at 4.

OATF' s apparent renewed interest in limting the use of flavors in FMBs caused

consi derabl e concern anong both established and new players in the FMB narket. A nunber of
FMBC s menbers net with TTB officials in the summer of 2000 to | eam nore about the

Agency’ s plans. They received several assurances that ATF planned no change in policy
towards the addition of alcohol to nalt beverages containing 6% ABV or |ess. Those assurances
cane fromthe highest levels within the al cohol -responsible parts of the Agency, including
Deputy Assistant Director Donald MVean.

OThe success of hard | enonades and teas and the assurance of regulatory stability soon

pronpted the introduction of proprietary FMBs that, |ike the Bacardi- and Seagram branded

products before them bore the names of well-known distilled spirit brands. The first, Sm noff
Ice, was introduced late in 2000, soon followed by new FMBs fromall three major domestic

brewers, often partnered with large distilled spirit brand owners. Building on the precedent
establ i shed by Tequi za, several of these later FMBs enployed distilled spirit standards of
identity (e.g., rum vodka) in the product’s statenent of conposition to describe ingredients. See
Sel ected COLAs for Flavored Malt Beverages, Exhibit 10; cf 27 CF. R 8§ 7.24(a) (requiring a
statenent of conposition for products “not known in the trade”).
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OThe introduction of FMBs declaring that they were made with a “flavor containing

vodka” in early 2002 caused substantial controversy. In response, ATF published Ruling 2002-2

on April 8, 2002. See Ruling 2002-2; Industry G rcular 2002-4. The Ruling returned federal

policy to its pre-Tequiza state: A malt beverage can enploy the brand nane of a well-known
distilled spirit or the nane of a mi xed-drink cocktail as their brand or fanciful names. The use of
distilled spirit standards of identity, however, is prohibited in a nalt beverage statenment of
conposition, and is presuned msleading if appearing el sewhere on the labeling or in the
advertising of a malt beverage. In spite of this policy correction, the controversy precipitated by
TTB' s change in FIvtB labeling policy has led to Notice 4.

111, SUMVARY OF COMMENTS

OFMBC agrees with TTB and concerned state authorities that the federal governnent

shoul d establish clear, consistent standards for the fornulation of FMBs. But Notice 4 does not
adequat el y explain why such a standard should Iimt the alcohol contribution of non-beverage
flavors to just 0.5% ABV instead of the nore reasonable nmajority standard, which TTB

acknow edges is perm ssible under federal law. TTB fails to produce any evi dence of consuner
confusion to support its rul emaki ng and, indeed, the avail abl e evi dence denonstrates that
consuners do not care about the al cohol source in an FMB. Notice 4 also fails to explain why
either of its stated reasons for acting —all eged consumer confusion and the concerns of state
regul ators —are better served by a 0.5% standard versus a najority standard. G ven the absence
of a conpelling reason for selecting a 0.5% standard over a |l ess-restrictive one, societal costs
like the additional $154.3 million in likely costs that a 0.5% standard woul d i npose on FMBC
menbers and the $85.5 nillion in lost federal revenues | oomespecially large.
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Furtherrmore, although FMBCis willing to accept and its nmenbers are willing to stretch

in an attenpt to satisfy a reasonable FMB fornul ati on standard, neither the | RC nor the FAA Act
give TTB the statutory authority to limt the use of non-beverage flavors in a “beer” or “nalt
beverage.” The text of the definitions, statutory context, historical context and the |egislative
history of both statutes denonstrate that Congress did not intend to limt the use of non-beverage
flavors in a beer or nalt beverage beyond the inherent limts inposed by the nature of non-
beverage flavors thensel ves

OFMBC al so urges TTB to re-think the | anguage used in several of Notice 4’'s proposed
regul ati ons. Most notably, TTB shoul d propose regul ations to begin the process of articulating
standards by which beer and malt beverage sanples will be eval uated under Notice 4's proposed
formula system In incorporating existing policy towards the use of distilled spirit brand names
and standards of identity into the nalt beverage regul ations, TTB should take nore care to avoid
the suppression of truthful, non-m sleading information protected by the First Amendnent.

Final ly, although FMBC agrees that al cohol content |abeling gives consunmers inportant
information, we see no reason why Notice 4 singles out malt beverages containi ng non-beverage
flavors as the only malt beverages required to bear an al cohol content statenent

01 V. OCOMVENTS

A. OTTB SHOULD ADOPT A MAJORI TY STANDARD AND REJECT THE MORE
RESTRI CTI VE 0. 5% STANDARD

1. dI ntroduction

[ONotice 4's proposed new formul ati on standards for a product to qualify as a “beer” and/or a “malt beverage”

conpani es relied on |longstandi ng federal policies to create beverages that consuners enjoy, and
invested mllions of dollars in pronoting those brands. Al though any change to established

-10-

prof oundly threatens the FMB busi nesses of FMBC nenbers

Those
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production methods will disrupt and possi bly damage nenber conpani es’ business, FMBC

menbers are willing to make the substantial efforts necessary to adjust to a mpjority standard
requiring that at |east 50% of the alcohol in a beer/nmalt beverage derive fromfernmentation of the
product’s base. See 68 Fed. Reg. at 14296. The proposed 0.5% ABV limt in Notice 4, in

contrast, presents a nmuch nore dire threat to existing business investnent wthout a sound policy
justification behind it. Indeed, support for the 0.5% standard appears to cone fromthe many

i ndustry nenbers who, for conpetitive reasons, would benefit fromthe conpl ete denise of the

FMB category or would derive a conpetitive advantage froma 0.5%rul e.

2.0TTB Bears the Burden of Justifying the Most Restrictive Standard
Underlying all the points that followis the fundanental requirenent that TTB justify why

it has selected the npst restrictive rule for its beer/mlt beverage standard. Notice 4 concedes

that neither the TRC nor the FAA Act articulate any specific limtation on the ambunt of al cohol

non-beverage flavors can contribute to a beer/malt beverage. 68 Fed. Reg. at 14295 (“Neither the
IRC nor the FAA Act provides a clear statenent as to how much, if any, of a beer’'s or a nalt

beverage’'s overall al cohol content may cone from added flavors”). Notice 4 further recognizes
that TTB and its predecessor agencies have long permtted al cohol fromflavorings to contribute
al cohol to products classified as either beer or malt beverages. Id. (“we and our predecessors
have long allowed flavors, including flavors containing al cohol, to be added to [beer] products”),
Id. at 14296 (“We and our predecessors have considered flavorings containing distilled spirits to
be whol esone food products and have allowed their use in producing malt beverages”). These

facts naturally require Notice 4 to specifically concede that the law allows TTB to adopt a
standard other than the proposed 0.5% ABV limt, including one that would require that only a
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majority (nmore than 50% of the alcohol in a beer/nalt beverage derive fromfernmentation of the
product’s base. 1d.

OWhere the governnment seeks to change | ongstanding policy and i npose new regul ations,
it must bear the burden of justifying the proposed new regul ations. See, e.g., JSG Tradi ng Corp.

v.OUnited States Dep ‘t of Agric., 176 F.3d 536, 544 (D.C. Gr. 1999); British Steel v. United
States, 127 F.3d 1471, 1475 (Fed. Cr. 1997); see also Thomas Jefferson Univ. v. Shalala, 512
U S. 504, 512 (1994). Thus, the question is not whether FMBC, its nmenbers, or anyone el se can
denonstrate why a 0.5% standard is inpossible to neet. Instead, the burden falls on TTB to

show why the added costs and taste uncertainty that a 0.5%standard will inpose on FMB
producers, marketers, distributors, retailers and consumers is justified by sound public policy.
FMBC respectfully subnits that TTB has not and can not satisfy this burden.

ONotions of fundanental fairness further require that Notice 4 articulate a clear, consistent

ti and conpelling reason for changing federal policy, as the change will disrupt substantial
busi ness investments and consuner expectations. TTB and its predecessors have approved the

use of non-beverage flavors in beers and nalt beverages for nore than thirty years. Further,
TTB expressly adopted the BARM s approval of ethyl alcohol as a pernitted flavor in products
classified as beer and/or nalt beverages, placing no limtations on their use. See Industry
Circular 80-3. And beginning in the late 1980s, TTB approved hundreds (perhaps thousands) of
SOPs permitting non-beverage flavors to contribute the vast najority of the alcohol in a beer
product. Fairness dictates that Notice 4 attenpt to acconmpdate persons who reasonably relied
on these and other actions in making their business plans.

OOn the issue of reliance, FMBC nust respectfully disagree with Notice 4's suggestion
that Ruling 96-1 should have alerted FMB producers that a radical change in federal policy was

12
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i mm nent. As expl ai ned above, ATF did nothing to follow up on Ruling 96-1's prom se of
rul emaking “in the near future,” and the published Regul atory Agendas for the Agency, which

the public and the industry nmust rely upon to nonitor regulatory devel opnents, never included
the issue until the past few years. Any reasonabl e observer woul d have concl uded by 1999 (the
year conpani es began introducing third-generation FMBs into the U S. market) that the Agency
had abandoned further rul emaking plans. Mreover, when reports surfaced suggesting that ATF
m ght revive rul enaki ng plans, interested industry nenbers quickly sought and received
assurances that no change in policy was contenpl at ed.

OFinally, TTB should avoid crafting a rule that hands a conpetitive advantage to sonme

FMB producers at the expense of others. Al though Arerica’ s largest three brewers produce

about 85% of the malt beverages sold in the United States and domi nate the distribution channels
for such products, they have been nuch | ess successful in selling their own FMB brands. The

| argest of those brewers now claimthat they already can produce FMBs neeting Notice 4's
proposed 0.5% standard w thout conprom sing product taste or availability. See Beer Institute

Handout at National Conference of State Administrators (“NCSLA’") Meeting, June 9, 2003,

Exhi bit 11. This denonstration of big brewer reformulation capabilities illustrates that adopting
a 0.5% standard will adversely affect conpetition in the nalt beverage market by forcing
conpetitors to acquire technol ogies and capabilities simlar to those apparently possessed today
by the biggest brewers. FMBC respectfully submts that where the | aw would support a standard
deened achi evable by all EM B producers, TTB should not favor a standard that will provide a
conpetitive advantage to the beer industry’s dom nant players. |ndeed, the marketplace, not the
Governnent shoul d determ ne industry wi nners and | osers.
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3. 0OConcerns About Consumer Confusion Do Not Support a 0.5% Standard
i.OIntroduction

[ONotice 4 cites the potential for consunmer confusion as one of the two policy grounds for
imposing limts on the use of non-beverage flavors in products classified as beer and/or malt
beverages. Specifically, TTB asserts that “we believe that to | abel a beverage that derives nost
of its alcohol content from added al cohol flavors as a malt beverage is inherently m sl eading
since consurmers woul d expect that malt beverages derive a significant portion of their alcoho
content fromfennentation of barley nalt and other ingredients at the brewery.” 68 Fed. Reg. at
14296. Thi s unsupported assertion does not w thstand cl oser exam nation and, in any event

does not explain why a 0.5% standard is preferable to a less-restrictive standard that TTB
bel i eves the | aw woul d support

ii.0ONotice 4 Fails to Denpbnstrate that Consunmer Confusion Exists

[ONotice 4 can not rely upon consurmer confusion as a justification for rul emaki ng when it

does not produce a single piece of evidence showi ng that consunmers are, in fact, confused. To
justify the rule, TTB must show two things. First, TTB nmust produce evidence to back up its
assertion that use of the term“malt beverage” on a |l abel |eads consuners to believe that a
significant portion of the product’s al cohol derives fromfernentation of barley nalt and ot her
ingredients at the brewery. Second, TTB nust denonstrate that the consuner confusion it

asserts actually affects consuners’ purchasing decisions; i.e., that the confusion is material. See
e.g., Pizza Hut, Inc. v. Papa John’s Int’l, Inc., 227 F.3d 489, 503-04 (5th G r. 2000) (rejecting
contention that an advertising slogan was m sl eadi ng because the plaintiff failed to produce
evidence denonstrating that the chall enged sl ogan “had the tendency to decei ve consunmers so as

to affect their purchasing decisions”); CGold Seal Co. v. Weks, 129 F. Supp. 928, 934 (D.D.C
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1955) (where an allegedly deceptive claim*“does not appear as determ native in |eading

custoners to buy the product, the mark is not deceptive”). Notice 4 does neither: It contains no
evidence of consunmer confhsion, cites to no consuner survey, and does not point to a single
consuner conpl aint about the al cohol source in FMBs. A final rule can not cure Notice 4's |ack
of evidence on this point, as the Adnministrative Procedures Act, 5 U.S.C. § 553, requires TTB to
give the public an opportunity to comment on the basis of new regul ations.

[ONotice 4 can not rely on a bald assertion of consumer confusion. Federal court decisions

exam ni ng the purported expertise of federal |abel review personnel denpnstrate that nere
assertions of adm nistrative expertise, without nore, do not carry TTB ‘5 evidentiary burden. See
Cabo Distribution Co. v. Brady, 821 F. Supp. 601, 612 (N.D. Cal. 1992); Cabo Distribution Co.

v. Brady, 821 F. Supp. 582, 597 (N.D. Cal. 1992). Mre fundanentally, the government can not

rely on “nmere specul ation and conjecture” to denpnstrate that particular speech —here the use of
the term“nalt beverage” —m sleads consuners. See Edenfield v. Fane, 507 U S. 761, 770-7 1
(1993). Instead, it nust meet an evidentiary burden that “is not slight” and inmposes “on woul d-
be regul ators the costs of distinguishing the truthful fromthe false, the hel pful fromthe

m sl eadi ng, and the harm ess fromthe harnful.” Ibanez v. Florida Dep 't of Bus. & Prof Reg.,

512 U. S. 136, 143 (1994). Indeed, in a phrase that might apply directly to Notice 4, the Suprene
Court has explained that “we cannot allow rote invocation of the words ‘potentially m sl eading’

to supplant the [governnent’s] burden to denpbnstrate that the harns it recites are real[.]” Id. at
146; see al so Pearson v. Shalala, 164 F.3d 650, 659 (D.C. Cr. 1999).

[ONotice 4's failure to present any survey evidence to support its assertion of confusion is

particularly telling. Today, federal courts exam ning the issue of consuner confusion virtually
require such evidence to back up a claimof confusion. “[F] ailure to offer a survey show ng the
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exi stence of confusion is evidence that the l|ikelihood of confusion cannot be shown.” Essence
Commruni cations, Inc. v. Sing/i Industries, Inc. 703 F. Supp. 261, 269 (S.D.N. Y. 1988); see also

Braun inc. v. Dynamics Corp. of Am, 975 F.2d 815, 828 (Fed. Cir. 1992). Nor can TTB

bel atedly publish a survey or other evidence of confusion when it publishes its final EMB rul es
as doing so would deprive the public of its opportunity to conment on this inportant

i nfornation.

OThe Agency bears an even heavier evidentiary burden where, as here, Notice 4's

assertion of confusion directly contradicts its predecessor’s pronouncenents on the same subject
See, e.g., JSG Trading Corp., 176 F.3d at 544 (agency changing policy nust provide a “reasoned
anal ysis indicating that prior policies and standards are being deliberately changed, not casually
ignored”); Greater Boston Television Corp. v. FCC, 444 F.2d 841, 852 (D.C. Cir. 1970) (sane).

In 1996-97, ATE undertook a rul emaki ng project to ascertain whether federal |aw should prohibit

or restrict the use of distilled spirit cocktail names in the |abeling and advertising of nalt
beverages. See 61 Fed. Reg. 57597 (Nov. 7, 1996). That Advanced Notice of Proposed

Rul emaki ng generated over 5,000 comments, including several substantial surveys on the subject
of consumer perceptions of malt beverages bearing well-known cocktail nanmes. Based on a

careful analysis of the evidence subnitted, ATF decided not to pursue further rul emaking on the
subject. On the question of consumer confusion, the Agency concl uded

Evi dence introduced indicates that flavored nalt beverages are viewed by consuners as

coolers or |ow al cohol refreshers, and not as a distilled spirits product. Evidence

introduced al so indicates that the presence of distilled spirits or any simlarity of these
products to a distilled spirits drink is not a criteria in their selection by consuners

Letter fromArthur J. Libertucci, to WIlliamL. Wbber, dated Nov. 17, 1997, Exhibit 12, at 2. In

other words, just six years ago TTB ‘s predecessor agency concluded, after a formal notice-and-
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coment procedure, that consumers do not care about the al cohol source in an FMB. Notice 4
can not assert the contrary w thout any evidence to justify this about-face.

OMoreover, evidence presented during the 1996-97 cocktail cool er rul enaking

denonstrates that ATF correctly concluded that al cohol source is not naterial to FMB

consuners’ purchasing decisions. According to a 1995 consuner survey conducted for E & J.

Gall o Wnery, when consuners were asked why they bought Bartles & James Margarita

Fl avored Beverage, |ess than one-half of one percent of survey respondents nentioned that they

t hought the product contained tequila or other distilled spirits. See E. & J. Gallo Wnery,
Commrent No. 926 on ATF Notice 844 (Feb. 3, 1997), Exhibit 13, at 9; #6510 Beverage Study,

(Cct. 2, 1995), Exhibit 13, at 85-88. The survey respondents cited the product’s lenon/linme taste
and the Bartles & Janes brand nanme as the principal reasons for their selection of Bartles &
Janes Margarita Flavored Beverage, not their perception that the product contained distilled
spirits. Id. Overall, the Gallo survey determned that the source of alcohol in Bartles & Janes
Margarita Flavored Beverage was immterial to purchasing consumers. |d. Likew se, according

to a 1995 consumer survey conducted for Joseph E. Seagram & Sons, Inc., only two out of 226
purchasers surveyed described Seagrami s Margarita Flavored Cool ers as containing tequila, and
only one purchaser out of 226 stated that s/he selected the product because it contained tequila.
See Joseph E. Seagram & Sons, Inc., Comment No. 902 on ATF Notice 844 (Feb. 3, 1997),

Exhi bit 14, at 10; Purchaser Perceptions of Seagrami s Margarita Flavored Cool ers (Dec. 1995),
Exhi bit 14, at 7. Thus, for 99% of the purchasers of Seagramis Margarita Flavored Cool ers, the
source of alcohol in the product was irrelevant to their purchasing decision. Id.
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iii. Consuner Protection Does Not Favor a 0.5% Standard

OAs expl ai ned above, Notice 4 presents no evidence of consuner confusion to support its

consuner protection rationale and the available evidence and the conclusion of TTB ‘s imediate
predecessor actually denonstrate that no consumer issue exists. But even assumng that a nere
assertion of consumer confusion were sufficient, Notice 4 does not and can not explain why
consuners’ supposed expectation that nalt beverages “derive a significant portion of their

al cohol content fromfernentation of barley malt and other ingredients,” 68 Fed. Reg. at 14296,
favors a 0.5% standard over the nore reasonable majority standard. A product deriving nore

than half its alcohol fromfermentation of barley malt and other ingredients neets TTB ‘5 asserted
“significant portion” expectation of consunmers. In fact, FMBC respectfully submits that it would
be msleading to | abel a product made primarily froma malt beverage base as anything other

than a malt beverage. Mreover, a host of other ingredient requirenents denonstrate that federal
policy under the IRC and FAA Act usually deens a majority or less to sufficiently neet

consuner expectations about a particular ingredient. To rule on the basis of mere specul ation
that a different standard nmust apply to the al cohol source for nalt beverages woul d be
inconsistent and arbitrary.

OTTB policy towards the very issue at the heart of the beer/malt beverage formulation

standard —the source of alcohol —denpnstrates that Notice 4 arbitrarily inmposes a nobre rigorous
standard on beer/malt beverages than on other products. Accepting for the noment that

consuners know and care about the source of alcohol in the products they drink, then consuners
presumabl y expect that the wines they purchase derive a significant portion of their alcohol from
the fermentation of grapes and other fruits at the winery. Yet federal policy places no linmt on
the ampbunt of al cohol that flavors can contribute to a wine product and, indeed, at |east some

-18-



<< 0043208V >>

wine coolers at one tine derived a majority of their al cohol from added non-beverage flavors.

See Ficca Test. at 44-48. Federal law also allows wines to derive substantial anmounts of al cohol
fromdirect distilled spirits additions, yet TTB regul ations prohibit |abeling or advertising that
woul d i nform consurmers about the presence of such added distilled alcohol. See 27 C.F.R 88§
4.39(a)(7), 4.64(a)(8).8 Notice 4 never explains why allowing nore than a de mninm s anmunt of

al cohol (0.5% fromother sources into a beer/nalt beverage woul d mi sl ead consuners of those
products, while allow ng the addition of substantial ampbunts of distillation alcohol to w nes

wi t hout disclosure to the consuner creates no consuner issue.

OSimlarly, assuming for the nmoment that consuners care about the source of al cohol in

the products they purchase, Notice 4's proposed 0.5% standard stands in marked contrast with
federal policy towards the source of alcohol in distilled spirit products. That policy pernmits sone
distilled spirits to derive up to half of their alcohol from added wi ne that was never subject to
distillation. See 27 C.F.R § 5.11 (definition of “distilled spirits”). This rule precisely mrrors
the majority standard favored by FMBC, but is quite at odds with the far nore restrictive 0.5%
standard proposed by Notice 4. Once again, the Notice never explains why consuners of

distilled spirits are not nmislead, while beer/nalt beverage consumers in the sane circunstances
woul d be.

OA host of other federal regulations and policies denonstrate that TTB woul d act
arbitrarily if it were to adopt, w thout any basis, a 0.5% standard when the | aw woul d support a

8 Less than four years ago, ATF specifically proposed a rule that would require wine labels to disclose the use of distilled spirits additions in certain circunstances,
27 CF.R 8 4.2 1(j)(l)), but did not adopt the proposed regulation in its final rule, see 65 Fed. Reg. 59718 (Cct.

2000) .

C
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less restrictive standard that is closer to the current status quo. Those regul ations and policies
i ncl ude:

o0To qualify as a “nmalt beverage,” only 25% of the fermentable material in the product nust
derive frommalted barley or a “substitute” for malt. See The Beverage Al cohol Manual

(BAM, Mlt Beverages (Vol. 3), ATF Pub. 5130.3 (7-2001) at 4-2. And as long as the

product contains “sonme” malt, a brewer can satisfy that 25%requirement by using “grains of
any kind, corn-starch, sugar, or nolasses.” See Letter from Chief, ATF Trade and Consuner
Affairs Division, to Associate General Counsel, MIller Brewing Co., dated Cct. 5, 1979
(“Mller Letter”), Exhibit 15, at 2.

oA “wheat beer” can contain as little as 25% wheat and a “rye beer” can bear that name if it
derives just 5%of its fernentable ingredients fromrye. See The Beverage Al cohol Manual
(BAM, Malt Beverages (Vol. 3), ATF Pub. 5130.3 (7-2001) at 4-4 & 4-5.

oW nes bearing a naned grape varietal designation can contain as little as 51% of the nanmed
grape type. See 27 C.IF.R § 4.23(c).

o0Products | abel ed “whi sky” can contain as little as 20% whi sky, provided that the | abel
indicates that the product is “blended.” See 27 C.F.R § 5.22(b)(4).

4.0State Concerns Do Not Support a 0.5% Standard

[ONotice 4 relies on unspecified state concerns as the second rationale for inposing limts

on the use of flavors in products classified as beer and/or malt beverages. See 68 Fed. Reg. at
14294, 14295, 14297. Notice 4 further explains that those concerns have pronpted states to urge

TTB “to define flavored nalt beverages and establish regulatory limts on the addition of al cohol

to beer and nalt beverages through the use of flavors.” Id. at 14295. In the absence of such

limts, states “have said that they will develop their own definitions for flavored nalt beverages.”
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Ol d. FMBC nmenber conpanies agree with the need for a national FMB fornul ati on standard and, for that reason, urge TTB to adopt the majority standard discussed in Notice 4. W know of no

state concerns, however, that would justify the inposition of the proposed 0.5% standard instead
of the nore reasonable majority standard.

Ot is worth noting that federal |aw remains independent of state law, and that state

officials’ views are not binding on TTB. TTB, of course, should attenpt to acconmbdate state
concerns where appropriate, and we commend Notice 4 for seeking to craft a national standard to
respond to state concerns. Nevertheless, TTB should not regulate to the “least comon

denonmi nator” and el evate the opinions of a few state regul ators above other inportant
considerations it must weigh in crafting an EM B standard. |ndeed, recent events denonstrate

that state legislators, regulators and the industry can work together to make state | aw consi stent
with federal formulation policies. See, e.g., Mssissippi Act of March 7, 2003, ch. 322, sec. 1, §

67-3-3, 2003 Bill Text MS S.B. 2507 (defining beer under M ssissippi |law as consistent with the
FAA Act definition of “malt beverage”); Oregon Act of July 8, 2003, ch. 551, sec. 2, 2003 Bill
Text OR H B. 3130 (delaying action on FMB issue in anticipation of the promul gation of a
national rule).

OLi ke the federal governnent, all states today classify FMBs as “beer,” “malt beverages”

or an equivalent statutory term9 The definitions of those terms vary fromstate to state, but
many resenble in naterial respects one of the two federal definitions that TTB interprets as

supporting the adoption of a new FMB formul ati on standard. Like those federal statutes, state
statutes are silent on the issue of how much al cohol non-beverage flavors can contribute to a malt

9 Unlike Federal law, which uses both the terns “beer” and “nalt beverages” under different statutory schenes,
states generally adopt a single definition —either beer or malt beverage —for regulatory and tax purposes.
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beverage. See, e.g., Cal. Bus. & Prof. Code § 23006; N.Y. Alco. Bev. Laws § 3(3). Even

assunming this silence could support the inposition of limts on the use of flavors, then, the
statute's silence allows state regulators to adopt either a majority standard, a 0.5% standard, or
sonme other intermedi ate standard.

OSone supporters of the 0.5% standard have suggested that the presence of a 0.5% ABV

threshold in many state statutes requires those states to limt the alcohol contribution of flavors
to that de minims anmount. As Notice 4 recogni zes, however, statutory references to 0.5% do not
address the fornulation of products. Instead, the threshold is “the dividing point between an

al cohol beverage subject to internal revenue tax and a beverage containing al cohol that is not
subject to tax as an al cohol beverage.” 68 Fed. Reg. at 14295. FMBC is aware of no state

statute that sets 0.5% —or any other figure —as the mandatory limt on the anount of al cohol that
flavors or other al cohol sources can contribute to a nalt beverage. |ndeed, were such an
interpretation to prevail, many states would have to reclassify nmany w nes, as state w ne
definitions often include the 0.5%threshold for taxation, see, e.g., Ark. Code Ann. § 3-7-104(5);
Cob. Rev. Stat. § 12-47-102(39); Chio Rev. Code Ann. § 4301.01(B)(3); O. Rev. Stat.

§ 471.001(10), yet nmany w nes derive considerable quantities of their al cohol from added
distilled spirits or non-beverage flavors.

OMoreover, while sonme states have expressed support for Notice 4, none to date have

indicated that they can not accept a majority standard. Comrents by state al cohol control
authorities subnmitted in response to Notice 4 and avail able on-1ine near the close of the coment
period can be characterized as follows:

[ONo stated preference between 0.5%or majority: Four. Total includes California, Mssouri,
Gkl ahoma and West Virginia.
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o0Support the 0.5% standard and can not support a majority standard: None.

oOSupport the 0.5% standard, with no comment on a nejority standard: Eleven. Total includes
Arizona, Kansas, Kentucky, Louisiana (but rulemaking irrelevant for regul atory purposes),
Maryl and, M ssissippi, North Carolina, Pennsylvania, South Carolina, Tennessee and
Virginia.

oOMay require |legislation under a 0.5% standard or najority standard: Two. Total includes
Arkansas and GCeorgi a.

OThe fact that no state has | abeled the majority standard unacceptable and relatively few

have expressed a preference for 0.5%is hardly surprising. Last spring, the Joint Conmittee of
the States (a body that represents the interest of alcohol regulators fromboth the “control” and
“open” states) voted to recommend that states support a position that nore than 50% of the
volume of a finished FMB conme fromthe product’s beer/nalt beverage base. See Letter from

Randy Yarbrough, to Art Libertucci, dated May 9, 2003, Exhibit 16; David CGoetz, Stricter Rules
Urged on Malt Beverages, Louisville Courier-Journal at 1E, (May 9, 2002), Exhibit 17. Such a
standard woul d be nore lenient than the majority standard FMBC can accept.

5. 0A 0.5% Standard Woul d | npose Unnecessary Economic Costs On FMB
Producers, Distributors, Retailers And Consuners

[ONotice 4's preference for a restrictive 0.5% standard woul d i npose unnecessary

econom ¢ costs on the FMB industry, the wholesalers and retailers that distribute such products,
and ultimately on the mllions of consuners that enjoy FMBs. As expl ained above, neither of

the justifications cited by Notice 4 actually supports the 0.5% standard over the mgjority
standard. The standard proposed in Notice 4 accordingly has little or no benefit and is not
mandat ed by Congress. Yet, it would inmpose econonic costs beyond the substantial costs

already required to convert the industry to a npjority standard.
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OTo neasure the economc inpact of Notice 4’s new formul ation standards, FMBC

retai ned Econom c Consulting Services, LLC (“ECS’) to anal yze data provided by nenber

conpanies in order to estinmate the economnic inpact of new rules on FMBC nenbers, and on the
industry in general. The ECS Report, Econom c |Inmpact of TTB ‘s Proposed Rul e Changes

Concerning Flavored Malt Beverages and attached as Exhibit 18 (the “ECS Report”),

denonstrates that Notice 4 will inmpose significant costs on the industry. The ECS Report speaks
for itself, but we briefly highlight those costs that a 0.5% standards will inpose in addition to
those FM BC nenbers already nust incur in order to conply with a najority standard.

Assuming an effective date for new rules of January 1, 2005, the direct costs of choosing the
0.5% standard over the najority include:

1) OExpected loss in volume of 2.26 million barrels.
2) Additional up front capital costs of $10.8 million. 10

3) Ol ncreased ongoi ng production costs of $900,000 in 2004, $3.1 million in 2005, $60.1
mllion in 2006 and $69.4 nillion in 2007.

4)0A $127.8 mllion loss in operating income from FMB sal es through 2007.

5)0Capital |osses of $15.7 mllion.

Thus, ECS estinmted the total in upfront costs, |ost operating profits and capital |osses of a 0.5%
standard to FMBC nmenbers as $154.3 nmillion. TTB can not sinply ignore this enornous

figure.

OThe ECS Report further denpnstrates that the societal costs of Notice 4's 0.5% standard

woul d exceed the $154.3 million inposed on FMB nenbers. Perhaps nost inportantly froma

10 The additional up front costs woul d be considerably higher except that several FMBC nmenbers expect to
di scontinue certain products altogether under the 0.5% standard.
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public-policy perspective, ECS estimates that total federal tax payments by FMBC menbers in
2004-07 woul d fall by $85.5 mllion under a 0.5% standard —tax | osses on top of the $77.9
mllion that ECS believes the federal treasury would | ose due to the inplenentation of a mgjority
rule. Moreover, applying the ECS tax analysis to the entire FMB industry indicates that a 0.5%
standard could drop federal tax collections in 2004-07 by $152.7 million. Sinmlarly, applying the
ECS anal ysis of FM BC nenbers to the entire FMB market indicates that a 0.5% standard will

cost the industry approximately $291.1 nmillion.

B. OTTB LACKS THE STATUTCORY AUTHORITY TO LIM T THE USE OF NON-
BEVERAGE FLAVORS | N BEERS AND MALT BEVERAGES

1. dI ntroduction

OFMBC nenber conpanies are willing to apply their respective resources to adjust to a
majority rule requiring that at |east 50% of the alcohol in an FMR derive fromfernentation of
the product’s beer/malt beverage base. Neverthel ess, we believe that neither the TRC nor the

FAA Act gives TTB the authority to change its policy towards the use of flavors, particularly
after many years of contrary policy. We begin with the TRC, which provides the primary basis
for the regul ati ons proposed in Notice 4—a nmarked contrast fromthe FAA Act-only anal ysis of
Ruling 96-1.

2. 0The Internal Revenue Code Does Not Permit TTB To Limt The Use OF Non-
Beverage Flavors In Beer

[ONotice 4 errs in asserting that the IRC definitions of “beer” and “distilled spirits” allow

TTB to limt the use of non-beverage flavors in beer, and to tax any product deriving amounts of

al cohol in excess of that Iimt as distilled spirits. To the contrary, the text of the beer definition,
its interaction with other IRC provisions, and the Code's |legislative history all denpbnstrate that
Congress never intended to lint the use of non-beverage flavors in products taxed as beer.
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The definition of beer in the |1 RC gives brewers substantial discretion in fornulating their
products. By requiring brewers only to use malt “wholly or in part” or “any substitute therefor,”
the Code allows a brewer to use an alnost linitless set of food ingredients besides malted barl ey

and hops. See 26 U.S.C. § 5052(a). Moreover, by including sake and products “of any nanme or

description,” the statute clearly classifies as beer beverages that do not possess the |ook, taste and aroma of “conventional” beer.

processes to renmove color, flavor, or character” from beer, and FMBC supports proposed
Section 25.55 s incorporation of that policy into regulations. See 68 Fed. Reg. at 14302

OAny doubt over the proper classification of FMBs under the TRC is erased by the tax on
“products containing distilled spirits.” See 26 U.S.C. 8§ 500 1(a)(2). Notice 4 states that the

OIRC s beer definition supports a rule classifying a beer containing 0.5%or nore ABV derived
,—from non-beverage flavors as a distilled spirits product. See 68 Fed. Reg. at 14295. The

0“products containing distilled spirits” provision of the IRC, however, precludes such a
reclassification. This provision, while crucial to understanding the |legal basis for Notice 4, is
never addressed in the Notice or in the Chief Counsel’s menorandum opining that “a sufficient

| egal basis” exists for changing Agency policy towards FMBs due to the presence of al coho

from non-beverage flavors. See Menorandum from Chi ef Counsel, to Deputy Assistant Director
(Al cohol and Tobacco), undated, Exhibit 19 (“Counsel Opinion”)

OThe | RC defines products containing distilled spirits as: “All products of distillation, by
what ever nane known, which contain distilled spirits, on which the tax inmposed by | aw has not
been paid, and any al coholic ingredient added to such products, shall be considered and taxed as
distilled spirits.” 26 U.S.C. § 500 1(a)(2) (enphasis added). The TRC therefore treats products

containing a mx of distilled al cohol and other material (like FMBs) as distilled spirits only if the
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distilled al cohol was not otherw se taxpai d under federal |aw Non-beverage flavors are subject
to excise tax; the law nerely pennits the manufacturers of flavors deenmed “unfit for beverage
purposes” to clai mdrawback on a portion of the excise taxes inposed on the al cohol conponent
of the flavors. See id. at 8§ 5131, 5134(a). For this reason, federal policy deens the distilled
spirits used in non-beverage flavors taxpaid. See, e.g., 26 U.S.C. 8§ 513 1(a) (non-beverage
drawback provision applies to distilled spirits “on which the tax has been determ ned”); 57 Fed
Reg. 39536, 39537 (Aug. 31, 1992) (explaining tax status of distilled spirits used in non-
beverage flavors). Notice 4 itself acknow edges that the al cohol contained in flavors and
flavoring extracts is “taxpaid.” See 68 Fed. Reg. at 14294. Thus, non-beverage flavors and the
al cohol they contain are not products “on which the tax inposed by |aw has not been paid,” and
their addition to a beer can not render the resulting beverage a “product containing distilled
spirits.” Notice 4 accordingly errs in suggesting that the presence of distilled al cohol added
t hrough non-beverage flavors can nake a product taxable as a distilled spirit.

ORevi ew of the al cohol excise tax provisions of the |RC further reinforces the conclusion

that Congress did not intend to place limts on the use of non-beverage flavors in beer, aside
fromthe inherent limt inposed by the requirenent that non-beverage flavors be “unfit for

beverage purposes.” See 26 U S.C. § 513 1(a). Wuere a statute includes explicit linmts on certain
categories but none for a different category, the principle of expressic unius est exciusic alterius
will deemthe statute’'s silence as an affirnative expression that Congress intended no limt See
e.g., Gonmez V. United States, 490 U. S. 858, 871-72 (1989); Tennessee Valley Authority v. Hill

437 U.S. 153, 188 (1978). Significantly, Congress provided explicit linmts on the addition of

non- beverage flavors to distilled spirits (for purposes of tax-free treatnment) and limts on the
direct addition of distilled spirits to wine. See 26 U.S.C. 88 5010(c)(2)(B)(iii), 5373. Congress
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placed no simlar linmts on the use of non-beverage flavors in wine and beer and, indeed, TTB
has never limted the anmoi.int of alcohol that flavors can contribute to a wine. Treating beer
differently offends el emental notions of statutory construction. 11

OThe I RC does place a practical linmt on the anpunt of al cohol that non-beverage flavors

can contribute to a beer. A flavor nust taste extremely unpl easant when undiluted in order to
qualify as “unfit for beverage purposes.” 26 U S.C. 8§ 5131(a). A brewer adding substantia
quantities of such flavors to a beer wotdd soon render the finished product undrinkable. To
achieve drinkability, then, a product deriving a substantial portion of its alcohol fromflavors
requires significant dilution using a non-alcoholic liquid. The unfit for beverage purposes
standard accordingly ensures that any beer or nalt beverage deriving al cohol fromflavors would
not exceed the al coholic strength achi evabl e through fernmentation

OThe legislative history of the I RC reinforces what the beer definition and product containing distilled spirits section establish —that Congress never intended to classify beers
contai ni ng non-beverage flavors as distilled spirits. Internal revenue | aws enacted in 1919

prohi bited the manufacture of ethyl alcohol for “use in the nmanufacture or production of any

article used or intended for use as a beverage.” See Tax on Beverages, 65 Cong. Ch. 18, § 602

40 Stat. 1105, 1106-07 (1919). Thus, the 1919 internal revenue | aw denpnstrates that Congress

recogni zed that non-beverage “articles” could be used to produce an al cohol beverage, and knew

how to prohibit the practice. Yet that statute was repeal ed, and the conduct it expressly

prohibited is not prohibited in today’s IRC. Conpare |.R C. § 2837 (1951) with I.R C. 8§ 5 195-

96, 5216, 5217 (1954). The absence of a prohibition today accordingly represents a deliberate

choice by Congress, not nere oversight. Indeed, the | RC today states that the presence of

11 This principle, too, is not addressed in the Chief Counsel’s opinion on Notice 4. See Counsel Opinion
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taxpaid distilled spirits like the alcohol contained in a non-beverage flavor does not nake a
product taxable as a distilled spirit. See 26 U.S.C. § 5001(a)(2).

3. 0The FAA Act Does Not Permit TTB To Limit The Use OF Non-Beverage
Fl avors In A Malt Beverage

[ONotice 4 incorrectly proposes to reclassify malt beverages that contain in excess of 0.5%

al cohol derived from non-beverage flavors as distilled spirits. See 68 Fed. Reg. at 14296.

FMBC nenbers are willing to accept a limt on flavors that requires a mgjority of an FMB' s

al cohol to derive fromfernentation of the product’s base. Neverthel ess, FMBC believes that the
FAA Act does not support TTB's proposed rule, as it is contrary to the statute's text, its
historical context and its legislative history.

OOn its face, the FAA Act’s definition of “malt beverage” grants the brew ng industry
flexibility in deciding what ingredients and processes to use in producing a nalt beverage.
Instead of limting brewers to traditional ingredients in a manner simlar to Germany’'s

Rei ni hei t sgebot, the FAA Act pernits a wi de range of naterials, including “whol esone food
products suitable for human food consunption.” 27 U S.C. § 21 1(a)(8). Such whol esone food
products include flavors deened unfit for beverage purposes, as federal law treats flavors and
extracts as food. Notice 4 concedes this point. See 68 Fed. Reg. at 14296.

OAs with the IRC, the historical context of the FAA Act denpbnstrates that Congress

deliberately chose not to prohibit the addition of non-beverage flavors to a nalt beverage, even
where those flavors contribute nost of the alcohol to the finished product. Using non-beverage
flavors to create an al cohol beverage is not a new idea: Section 13 of Prohibition s Vol stead Act
expressly prohibited beverages made fromflavors and other non-beverage “articles.” 27 U S.C

§ 13(e) (repeal ed). The Vol stead Act also limted the alcohol in flavors to that anount
absol utely necessary for extraction and preservation purposes. |d. The Vol stead Act |eaves no
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doubt that Congress knew exactly how to prohibit the manufacture of an al cohol beverage using
flavors. Yet just two days after the repeal of Section 13 of the Vol stead Act, the sane Congress
that repealed the Vol stead Act did not place within the FAA Act similar restrictions on the use of
flavors. In this context, the silence of the FAA Act speaks |ouder than any text, denonstrating
that Congress intended to allow flavors to contribute alcohol to a malt beverage

OA consi stent reading of the entire FAA Act provides additional evidence that Congress

did not intend to restrict the addition of non-beverage flavors to nalt beverages. Significantly,
none of the FAA Act’'s three beverage definitions (nalt beverage, wine and distilled spirits) limt
the use of flavors in such products. TTB and its predecessors accordi ngly have never invoked

the FAA Act to linmt the ambunt of al cohol that flavors can contribute to wine and distilled
spirits. Notice 4 never explains why, after alnost 70 years, the FAA Act suddenly requires

limts on the use of non-beverage flavors, but only inposes these limts on one of the three
primary categories of products regul ated under the Act

OThe legislative history of the FAA Act further confirms that Congress intended to give

brewers flexibility in formulating their products. A general desire to let the brewing industry
adapt its practices and processes to neet changing circunstances pervades the |egislative history.
I ndeed, the original Senate version of the Act excluded the brewi ng industry altogether

Accordingly, the Act’'s ultimate inclusion of nalt beverages at all came wi th nunerous
qualifications 12 designed to preserve industry flexibility. The sole direct reference to the malt

beverage definition in the legislative history states that the definition covers “products of the
brewi ng industry... regardless of their alcoholic content.” H R Rep. No. 74-1542, at 147
(1935). This reference is significant, as its lack of specificity highlights Congress’ desire not to

12 For exanple, the “penultinate clause” of the Act, 27 U.S.C. § 205
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establish detailed ingredient or production method requirenents. The reference attains particul ar
i mportance when contrasted with the substantial debate that surrounded certain distilled spirit
classification issues.

OThe FAA Act’'s legislative history al so denonstrates that a 0.5% standard would viol ate

the spirit of fair and even conpetition that notivated Congress to enact the statute in the first
pl ace. As expl ai ned above, a 0.5% standard apparently is easily achieved by America’s |argest

two brewers, but presents nore fornidable challenges to FMBC nenbers, particularly small

menbers. The sponsors of the FAA Act wanted “small units to get into the liquor industry,”

O fice of General Counsel, 75th Cong., Legislative History of the Federal Al cohol

Adm ni stration Act, Pub. L. No. 401, at 19 (1935) (regarding hearings before the House \Wys

and Means Committee on H- R 8539), and certainly would not approve of a regulation that m ght

force small units out of the industry. In light of this history, Notice 4's reliance on the FAA Act
is ironic indeed.

C. OTHER COMMENTS RELATED TO FMB FORMULATI ON
1. 0Ti m ng For |nplenmentation

OFMBC nenbers have invested consi derabl e sums over many years in devel oping, testing

and narketing their FMB products. As Notice 4 acknow edges, FM B producers will need tinme

to adjust to its proposed “substantial change from existing regulations and policy.” See 68 Fed.
Reg. at 14296. FMBC is not privy to highly-proprietary nenber conpany infornation about the
feasibility and ambunt of time required to develop refornul ated products, procure and install
new equi pnent, and take the other steps necessary to introduce refornul ated products. FMBC
menbers all agree, however, that TTB should give the industry at |east eighteen months fromthe
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publication of final regulations before requiring that products renoved froma brewer’s prenises
conply with a new standard (whether a majority, 0.5% or sonething else).

OFMBC further urges TTB to draft any final rule in a manner that |eaves no doubt about

what changes on the effective date of the new rules. Specifically, any new rul e should apply
only to renovals fromInternal Revenue Bond or Custons Bond on or after the effective date.
FM_.Bs akeady in the narket, whether in whol esalers’ warehouses, retailer inventories or with
consuners, should remain unaffected by the new fornul ati on standards.

OThe final rule also should acknow edge that TTB will continue to approve SOPs, pre-

import letters and COLAs for FMB products formul ated according to current standards up until

the effective date of the regul ations. Based on past experience, enployees of the Adverti sing,
Labeling and Formul ation Division (“ALFD’) sonetimes begin enforcing new regul ati ons or

even proposed regulations prior to their effective date. A clear statenent that TTB will continue
approving SOPs, pre-inport letters and COLAs for existing and new products produced under

current standards will help avoid confusion in this instance.

2. 0OProposed Malt Beverage Definition

[ONotice 4 proposes to add a new “Standards for nalt beverages” provision, Section 7.11,

to TTB's nalt beverage | abeling and advertising regul ations. See 68 Fed. Reg. at 14301. Part
TV. A, supra, explains why TTB should adopt a majority standard requiring that nore than 50%
of the alcohol in an FMB derive fromfermentation of the nalt beverage base. Regardl ess of
what standard TTB adopts, FMBC has the follow ng, additional coments concerning proposed
Section 7.11:
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Oi . OPl acement of New Standards—Sections 7.10 and 7.11

OFMBC believes that creating a conpletely new section for nalt beverage standards is
unnecessary. Practitioners and | aypersons seeki ng gui dance on the standards for a nalt beverage

invariably will look to the definition of that termin Section 7.10 of the regulations, a fact Notice
4 appears to acknow edge by proposing to add a cross-reference to proposed Section 7.11 into

Section 7.10. FMBC respectfully suggests that adding new standards directly to Section 7.10

presents a nore elegant drafting solution that will prove easier for readers to follow

Oii.OCher Ingredients Containing Al cohol —Section 7.11 (a)
Proposed Section 7.11(a) restricts the use of “alcohol flavors or other ingredients

containing al cohol.” See 68 Fed. Reg. at 14301 (enphasis added). FMBC supports this

recognition that brewers may add to malt beverages other ingredients containing al cohol, such as

distilled spirits and wi ne. Because this portion of proposed Section 7.11(a) represents alldeparture fromexisting federal policy, see Ruling 2002-2, FMBC suggests that the final
regulations clarify the point by referring to “al cohol flavors, taxpaid wine, taxpaid distilled

spirits, or any other ingredients containing al cohol.”

Oiii.OTreatment of Malt Beverages —Section 7.11(b)

OFMBC appl auds Notice 4's recognition that brewers may treat a malt beverage “in order

to renove color, taste, aromm, bitterness, or other characteristics derived fromfermentation.” See
68 Fed. Reg. at 14301. This |anguage recogni zes | ongstanding federal policy that has, until now,
remai ned unwitten. The | anguage of Section 7.11(b) should renain in any final regul ations.
Oiv.OStatus of Ruling 96-1

ORuling 96-1 linmted the contribution of alcohol fromflavors to no nore than 1.5% ABV

in any finished malt beverage containing nore than 6% ABV. That 1.5% standard is not

consistent with either the 0.5% standard proposed in Notice 4 or the npjority standard proposed
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as an acceptable alternative. Notice 4 is conpletely silent, however, on the status of the existing
1.5% standard for products above 6% ABV. FMBC recogni zes that regulations, if finalized, take

precedence over informal policy documents |ike Ruling 96-1. Wen sup erceding infornal
rulings, however, FMBC believes TTB explicitly should overrule its prior policy and explain its
reasons for doing so.

3. OProposed Beer Definition

[ONotice 4 al so proposes to add a new “Standards for Beer Tax Rate” provision, Section

25.15, to the beer regulations in Part 25. See 68 Fed. Reg. at 14302. Once again, Part JV. A
supra, explains why FMBC urges TTB to adopt a nmjority standard requiring that nore than

50% of the alcohol in an FMB derive fromfermentation of the product’s base. Regardl ess of the
standard TTB adopts, FM BC has the follow ng, additional comments concerning proposed

Section 25.15:

Oi . OPl acement of New Standards —Sections 25.11 and 25.15
FMBC bel i eves that TTB should not craft a conpletely new section for its beer standards.

FMBC s position is explained in Part JV.C. 2.i, supra.

Oii.OPermitted Ingredients —Section 25.15(a)

OProposed Section 25.15 allows brewers to use a wide variety of ingredients, including a

variety of fruits, in producing a beer. See 68 Fed. Reg. at 14302. By doing so, Notice 4 confirms
that the definition of beer allows brewers to use an extrenely broad range of materials to produce
a product classified as beer. |Indeed, existing federal policy permts the use in beer of all the
materials listed in proposed Section 25.15.

OAs written, however, proposed Section 25.15 appears to erase the distinction between
beer and wine, as the federal government traditionally has taxed as w ne products nade primarily
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from“honey, fruit, fruit juice, [and] fruit concentrate.” If TTB plans to continue differentiating
bet ween wi ne and beer based on the materials used (e.g., products made prinmarily fromgrain

qualify as beer, products nade prinmarily fromfruit qualify as wine), then TTB nust articul ate
standards by which such determinations will be nade. |ndeed, we understand that informal TTB

policy requires that a majority (nmore than 50% of a product’s fernmentation material conme from
grain and/or related products (e.g., corn grits, extracts) in order to qualify as “beer.” But to the
best of our know edge, TTB and its predecessor agencies never have reduced that policy to

witing. The | aw requires agencies to put such standards through the rigors of notice-and-

coment rul emaking in order to give interested nenbers of the public notice of such rules, and

an opportunity to comment on them See 5 U.S.C. § 553(b), (c).

[OSOP subm ssions (and fornul a subm ssions under the regul ati ons proposed in Notice 4)
are confidential, non-public documents. As a result, brewers can not know what criteria TTB

Oapplied in deciding whether particular products are beer or wine under the IRC. And because no brewer will have any way of knowi ng what criteria applied to conpeting products, a |lack of
standards invites arbitrary decision nmaking by TTB officials. FMBC accordingly requests that a

final rule either clarify that a product fernented with any of the materials listed (regardl ess of

quantity) qualifies as “beer,” or publish proposed regulations that clearly articulate the standards

TTB will apply in evaluating whether a product’s ingredients render it a beer or a w ne.

iii. Oher Ingredients Containing A cohol —Section 25.15(b)
OLi ke proposed Section 7.11(a), proposed Section 25.15(b) pernits the addition to beer of

“flavoring materials, taxpaid wine, and other ingredients containing al cohol.” See 68 Fed. Reg.
at 14302 (enphasis added). For the reasons articulated in Part IV.C 2.ii, supra, FMBC
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recomrend that a final rule pernmit the addition of “flavoring naterials, taxp aid wine, taxpaid
distilled spirits, and any other ingredients containing al cohol.”

4. OProposed Formul a Provisions 13

[ONotice 4 proposes to require brewers to file a formula (as the replacenent of the current

SOP systen) wherever the brewer uses “special processing, filtration, or other methods of

manuf acture that change the character of beer.” See 68 Fed. Reg. at 14302. Notice 4's preanble
explains that this proposed requirenent “will help [TTB] to determ ne whether a particular
process may be distillation and thus not eligible to be conducted on the brewery prenises.” See
id. at 14299. By recogni zing the use of npdem processing techniques, proposed Section 25.55
provi des a wel cone codification of existing federal policy. As with proposed Section 7.11(b),
FMBC asks TTB to include an explicit recognition of such techniques in any final rule.

[ONotice 4 does not, however, provide brewers with any information about the criteria TTB

will apply in determ ning when a process qualifies as distillation and how TTB will otherw se
eval uate processes and products under its formula rules. Cf 68 Fed. Reg. at 14299. The | ack of
any criteria raises troubling i ssues because the information in fornulas and TTB's actions with
respect to those subnissions will remain highly-guarded trade secrets and qualify as confidential
tax return information. See generally 26 U S.C. § 6102. Wthout any gui dance and with no way

of knowi ng how TTB acted with respect to other products, future product devel opers will be |eft
guessi ng about what, exactly, TTB will allow. The systemalso would invite arbitrary and

uneven deci si on maki ng. FMBC accordingly asks that TTB seek comments on proposed

13 FMBC linmits its comments on Notice 4's forrmula provisions to the issue that inpacts the Coalition’s focus on the
FMB cat egory.
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regul ations explaining the criteria the Agency plans to use to eval uate when a process constitutes
distillation and, nore generally, howit wll exam ne beers produced using a “special process.”

D. OTTB SHOULD CLARI FY THE LANGUAGE OF | TS PROPOSED LABELI NG
AND ADVERTI SI NG REGULATI ONS

[ONotice 4 proposes to amend Sections 7.29 and 7.54 of TTB's malt beverage regul ations

to incorporate the provisions of Ruling 2002-2. See 68 Fed. Reg. at 14298. Stated briefly, that
Ruling restricted the use of distilled spirit standards of identity (e.g., rum tequila and vodka) in
mal t beverage | abeling and advertising, while codifying existing federal policy pernitting the use
of distilled spirit brand nanmes and cocktail nanes in the |abeling and advertising of malt
beverages. See Id. at 14297-98; Ruling 2002-2. For over eighteen nonths, the policy of Ruling
2002-2 has proved a workable rule that acconmpbdates both the rights of FMB brand owners and

the need to prevent consumer confusion, and FMBC therefore supports Notice 4's desire to
incorporate its holdings into the malt beverage regul ati ons. FM BC bel i eves, however, that the

| anguage Notice 4 proposes is anbiguous and fails to acconmopdate i nportant First Amendnent
interests of malt beverage advertisers

[ONotice 4, borrowing directly fromexisting wine regulations, see 68 Fed. Reg. at 14298
(citing 27 CF.R 88 4.39, 4.64), proposes to prohibit in |labeling and advertising

Any statenent, design, device or representation which tends to create the inpression that
a nalt beverage

(A) Contains distilled spirits; or

(B) Is simlar to a distilled spirit; or

(O Has intoxicating qualities

68 Fed. Reg. at 14301 (proposed Section 7.29(a)(7)(i) —Ilabeling), 14302 (proposed Section

7.54(a)(8) (i) —advertising). The proposed rule would be followed by specific exceptions
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i ncluding al cohol content statenments, use of distilled spirit brand nanes, and the use of cocktai
nanes as brand or fanciful names. See id.

OThe | anguage of proposed Sections 7.29(a)(7)(i) and 7.54(a)(8)(i), if applied literally,

woul d prohibit many truthful, non-nmisleading statements that a producer or inporter mght w sh

to make about its malt beverage products. For exanple, a brewer might want to advertise that a
fanmbus drink witer described a beer as “tasting like a fine cognac” or having “the color of dark
rum” Such an attribution would be truthful, and would give consuners added infornation about

the product. Simlarly, a nunber of small brewers today age malt beverages in whisky barrels
Labeling the resulting product a “whisky barrel stout” certainly would not confuse the reasonable
consuner about the product and, indeed, would provide the consumer with truthful, accurate
information about how the product was produced. The regul ations should not prohibit or restrict
such infonnation

OBy prohibiting many truthful, non-nisleading statenments, the |anguage proposed by

Notice 4 would be bad public policy and violate the free speech guarantee of the First

Anmendnent. Proposed Sections 7.29(a)(7)(i) and 7.54(a)(8)(i) borrow their |anguage from w ne
regul ations first adopted in 1968. See 68 Fed. Reg. at 14298. In the decades since that time, the
Suprenme Court has extended First Amendment protection to truthful, non-m sleading

comerci al speech —speech that includes statenents made on nalt beverage labels and in malt
beverage advertising. See, e.g., 44 Liquormart, Inc. v. Rhode Island, 517 U S. 484 (1996); Rubin
v. Coors Brewing Co., 514 U S. 476 (1995). The First Anendnent requires TTB to tailor its
codification of Ruling 2002-2 carefully so as not to prohibit nore speech than necessary to
protect the public fromfalse or msleading statenents. FMBC accordingly suggests that the fina

rul e repl ace the | anguage of proposed Sections 7.29(a)(7)(i) and 7.54(a)(8)(i) with the follow ng
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OAny statement, design, device, or representation that tends to create the inpression that a malt beverage is a distilled spirit,

Odistilled spirits

OFMBC al so recommends that the final rule state nore clearly TTB's intent to continue

with existing policy established by Ruling 2002-2. Mre specifically, although Notice 4 ains at
incorporating existing policy, the preanble al so states anbi guously that “use of a distilled spirits
brand nane in any other malt beverage |abeling or advertising contexts would be prohibited

under this proposal.” 68 Fed. Reg. at 14298. Taken out of context, the forgoing statenent may

|l ead sone to believe that TTB officials will, at sone future date, attenpt to restrict |abeling and
advertising that TTB permits under Ruling 2002-2. Acknow edgi ng that TTB i ntends no change
fromexisting policy would be hel pful

E. OTTB SHOULD REQUI RE ALCOHOL CONTENT LABELI NG
FOR ALL MALT BEVERAGES

OFMBC agrees with Notice 4 that al cohol content is inportant consumer information that

shoul d appear on malt beverage |abels. See 68 Fed. Reg. at 14297. For this reason, the |abels of
all FMBs produced or marketed by FMBC nenber conpani es bear an al cohol content statenent.

FM BC di sagrees with Notice 4, however, in its inplicit suggestion that FM Bs pose a particul ar
danger for m sl eadi ng consuners about their al cohol content, and urges TTB to issue final rules
requiring al cohol content labeling for all malt beverages

OAs it does in attenpting to justify the 0.5% standard, Notice 4 asserts the existence of

consuner confusion concerning FMB al cohol content w thout any evidentiary basis for making

the claim Specifically, the Notice clainms that consumers are likely to assune that FMBs bearing
distilled spirit brand nanes “are high in al cohol content,” 68 Fed. Reg. at 14296, and that
consuners of other FMBs nmay not recognize them “as al cohol products,” id. at 14297. As

explained in Part IV.A 3.ii, supra, TTB can not rely on speculation or conjecture in attenpting to
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assert consumer confusion and nust, instead, shoul der a burden to prove consunmer confusion.
See, e.g., lbanez, 512 U s. at 141-42; Edenfield, 770-71. Notice 4's assertion with respect to the
al cohol content of FMBs fails to satisfy this burden.

ONotice 4 also arbitrarily singles out FMBs for mandatory al cohol content |abeling rules.

TTB asserts that it proposes to require al cohol content |abeling for FMBs based on the use of
certain brand nanes or the use of unspecified |abeling and packagi ng. This reasoning, even if
true, is unrelated to the trigger Notice 4 proposes for deciding when a malt beverage nust state
al cohol content —the presence of non-beverage flavors or other sources of alcohol. See 68 Fed.
Reg. at 14301 (proposing Section 7.22(a)(5)). Many existing products nmade w t hout non-

beverage flavors or other al cohol sources have features that TTB clainms nay |ead to consuner
confusi on about al cohol content. Conversely, many flavored products m ght have none of the

| abel i ng or packaging features that Notice 4 clains may m sl ead consumers about al cohol

content. In short, the text of proposed Section 7.22(a)(5) bears no rational relationship to the
reasoni ng behind the rule.

OMore fundarmental |y, FMBC disagrees with Notice 4's decision to single-out FMBs for

mandat ory al cohol content |abeling when nalt beverages nmade without non-beverage flavors

pose at |east as nuch risk of consumer confusion as flavored products. Al significant FMBs to
date have contained approximately 5%to 5.5% ABV and, to the best of our know edge, all have
pl aced an al cohol content statenment on their labels. In contrast, beers without flavors today
range froma | ow al cohol content of approxi mately 4% ABV to a high of 25% ABV. See

htt p: / ww. what al esyou. conf beer. asp. Relatively few of these non-flavored beers today state

al cohol content on their labels. Gven these facts, it is entirely reasonable to conclude that
consuners are nore confused about the al cohol content of non-flavored nalt beverages than
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FMBs. Notice 4's contrary conclusion, based on nothing nore than specul ation, sinply does not
justify the different treatment it proposes to inmpose on flavored products.

At bottom Notice 4 ignores a substantial body of federal policy favoring the disclosure

of al cohol content on the labels of all malt beverages. The FAA Act requires al cohol content
information on the labels of wine and distilled spirits, see 27 U.S.C. 8§ 205(e)(2), and the
Suprene Court’s |andmark decision in Rubin v. Coors struck down the Act’'s contrary rule for
mal t beverages as inconsistent with the First Armendnent, see 514 U.S. 476. Since Rubin, the
Federal Trade Conmi ssion, a federal agency with considerabl e expertise in consuner-protection

i ssues, repeatedly has recommended that federal |aw requires alcohol content |abeling for all
mal t beverages. See Al cohol Mrketing and Advertising: A Report to Congress (Sept. 2003),

Exhi bit 20, at 7; Letter froml|. Howard Beales, Ill, to George A Hacker, dated June 3, 2002,
OExhibit 21. Indeed, Notice 4 acknow edges that “good reasons” support mandatory al cohol
content labeling for all nalt beverages. See 68 Fed. Reg. at 14297. G ven this overwhel m ng
consensus in favor of alcohol content |abeling for malt beverages, TTB should finalize the rules
it has been working on for the past ten years. See 27 C.F.R 88 7.26 (suspended as of April 19,
1993), 7.71 (interimregulation); see also, 58 Fed. Reg. 24776, 24784 (April 26, 1993) (listing
the establishnent of alcohol content labeling rules for malt beverages as a final rul enaking
item; 68 Fed. Reg. 30760, 30764 (May 27, 2003) (listing the establishnent of al cohol content
labeling rules for nalt beverages as a long-termregul atory agenda item.

F. THE ARGUMENTS OF 0. 5% SUPPORTERS
1. dI ntroduction

OAs TTB i s no doubt aware, powerful interests within the al cohol beverage industry have
solicited thousands of “formletter” comrents in support of a 0.5%standard. This canpaign is
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i mpressive when viewed as a denpnstration of raw political might. As briefly discussed bel ow,
however, none of the arguments put forth by 0.5% standard supporters provides an additional
public policy basis for the formulation rule proposed in Notice 4.

2. 0The Traditions of Beer

OThe prime “argunent” advanced by supporters of the 0.5%standard is that the historical

tradition of beer sonehow mandates a 0.5% standard. Although FMBC certainly recogni zes that

the production of beer is an ancient tradition with a long and proud heritage, we find absolutely
no reason why that tradition nandates a 0.5% standard. The | ack of any connection between

beer’s history and a 0.5%standard is hardly surprising, as neither the [ aw, consuner perceptions,
nor any historic criteria can justify the adoption of the proposed Notice 4 standard over the nore
reasonabl e and internally-consistent majority standard.

OAs expl ai ned above, FMBC believes that neither the | RC nor the FAA Act woul d support

any limts on the ambunt of al cohol that non-beverage flavors can contribute to a beer/malt
beverage, beyond the limts arising fromthe nature of the flavors thenselves. See Part JV.B,
supra. But even if those statutes could support sonme limt, TTB itself recognizes that it can
adopt a majority standard, see 68 Fed. Reg. at 14296, and such a standard woul d be nore
consistent with TTB's treatnent of the al cohol source in wines and distilled spirits, see Part
IV.A 2.iii, supra. Supporters of the 0.5% standard accordingly attenpt to “spin” the | egal basis

i ssue by repeating in thousands of letters that Notice 4 “is consistent with” historical
interpretations of federal law. Even if true, the nere fact that a standard is “consistent with” a
statutory schene is not support for that standard, a fact driven hone by Notice 4's assertion that
a majority standard, too, is consistent with the IRC and the FAA Act.
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OSimlarly, the history of beer provides no basis for concluding that a 0.5%standard is
necessary to protect consumer expectations of what an FMB contains. As expl ai ned above, see
Part |IV.A 2, supra, no facts support Notice 4's assertion that FMB consumers know or care
about the source of alcohol in an FMB. Absent actual evidence, assertions of confusion by
interested industry nenbers do not fill Notice 4's evidentiary void.

OFinally, 0.5% standard supporters cast thensel ves as defenders of “traditional” and “age-

ol d” production techniques. As TTB well knows, however, the brew ng industry |ong ago

departed fromthe brew ng nethods enployed at the tinme current federal and state al cohol

control |laws were enacted. Thus, while the federal definitions of “beer” and “nalt beverage” do
not explicitly mention the use of non-beverage flavors, those statute also do not authorize, anopng
other things: (1) high-tech enzymes to enhance (and perhaps sonme day replace) fernmentation; (2)
“high gravity brewing” to produce a hi gh-al cohol concentrate, adding water to nake beer just

bef ore packagi ng; (3) new fernentati on techni ques that have pushed the upper strength Iimt of
beer to 25% ABV (500 proof); and (4) the thousands of “adjuncts” authorized by the BARM 14

JAt bottom “tradition” arguments play upon the real differences in taste and appearance

bet ween “conventional” beers and npbst FMBs. But as Notice 4 confirms, see 68 Fed. Reg. at

14301 (proposed Section 7.11(b)), 14302 (proposed Section 25.55(a)(1)), federal policy |long ago
abandoned any taste, aronm or color criteria for products classified as beer or nalt beverages,
see, e.g., Mller Letter at 4. Wre TTB to assert anything to the contrary, it would have to
rethi nk many products unknown to the drafters of the FAA Act and the IRC. |ndeed, supporters

of the 0.5%standard take pains to claimthat brewers can produce products that | ook and taste

14 As noted above, the BARM does authorize the use of ethyl alcohol as a flavoring ingredient in malt beverages

without any linmts, and has since 1980.
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exactly like FMBs on the narket today under a 0.5% standard. Thus, in a wonderfully ironic
twist, supporters of the 0.5% standards wap thenselves in the banner of brewing tradition while
chanpioning a rule that will accelerate the devel opment and depl oyment of high-technol ogy
processes necessary to produce an FMB under the Notice 4 standard.

3. 0The Availability of Same-Tasting FMBs

OSupporters of the 0.5% standard trunpet the apparent technological ability of the world' s

| argest brewers to produce FMBs under a 0.5%standard that will 100k, snell and taste the sane
as existing products. Even if these clainms are true, the denpnstration that brewers can neet a
particul ar standard provi des absolutely no support for a rule that requires brewers to neet that
standard. Like the “tradition” argunents discussed above, clains that some brewers can produce
an FMB under the 0.5%standard fail to explain why TTB shoul d adopt that standard.

More fundanental |y, government policy should not pick winners and losers in a
conpetitive marketplace. Not all brewers have access to the technol ogy and capital required to

devel op processes to treat the malt base in a way that produces a sane-tasting FMB under the

Noti ce 4 standard. Moreover, the econonm es of scal e advantages possessed by the |argest

brewers nean that the costs of conplying with any new FMB fornmulation rule will fall

di sproportionately on the shoul ders of smaller conpanies. See, e.g., Senate Report No. 96-878 at
3-4 (explaining why increased regul ati on, even when applied equally to conpanies of different
sizes, provides a conpetitive advantage to the largest conpanies at the expense of smaller ones).
Viewed in light of these realities, the fact that only a few current FMB brewers support a 0.5%

standard, while all can adjust to a nmpjority standard, counsels strongly in favor of the latter rule.
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4. 0The Orderly Marketplace

OSupporters of a 0.5%standard al so argue that it is necessary to preserve “orderly

markets.” Gven that the 0.5% standard woul d constitute a “substantial change” from existing
policy, see 68 Fed. Reg. at 14296, FMBC can not fathom how disruptina the | egal status quo
preserves order in the market. Instead, by forcing cost increases and possibly changi ng existing
flavor profiles that consunmers desire, a 0.5% standard woul d prove profoundly disorderly to the
market. This disorder would only serve to benefit those producers that apparently already can
meet the 0.5% standard, and those producers that, by choice or necessity, have chosen not to
conpete in the FMB segment of the nalt beverage narket.

OFMBC does agree that a TTB standard is necessary to maxinmze the possibility of

national uniformty in FMB regul ation. But as expl ai ned above, see Part |IV.A 4, we believe that

a majority standard will provide the uniformty and certainty needed by the states. Once again,
then, 0.5% supporters fail to connect their orderly market position to a policy reason for favoring

that rule over the majority standard acceptable to FMBC.
5. 0The Slippery Sl ope

OFinally, supporters of the 0.5% standard repeatedly argue that allowi ng beer/nalt

beverages to contain nore than 0.5% al cohol from non-beverage flavors would | ead ot her

unspeci fied producers to attenpt to categorize their products as beer. Wthout nore specifics,
this “argunent” is difficult to address. In any event, FMBC is confident that TTB can eval uate
any later requests for equal treatment within the bounds of the statutes passed by Congress.
Where, as here, however, a standard does not appear to find support in the law, policy

consi stency, conpetition concerns or other reasons, hypothetical later requests do not justify an
ot herw se-fl awed standard.
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More fundanentally, it appears that few other requests will materialize because federal
policy towards all beverage categories already is consistent with a mgjority standard. As

expl ai ned above, see Part |IV.A 2, supra, federal policy pernits wines to contain an unlimted
amount of al cohol from added non-beverage flavors or fromdirect additions of distilled spirits.
See 26 U.S.C. § 5373. Distilled spirits, too, can derive up to half of their alcohol from Un-
distilled wines. See 27 CF.R 8§ 5.11. Finally, a beer/malt beverage can derive al cohol from
many sources other than malted barley, or even grain. See 68 Fed. Reg. at 14302 (proposed
Section 25.25). Gven these current policies, adoption of a najority standard poses no “slippery
sl ope,” as the standard would be nore consistent with existing federal policy towards the use of
various al cohol sources in beer/nalt beverages, wines and distilled spirits.

G PROCEDURAL | SSUES
1. 0ONotice 4 Does Not Conply with the Paperwork Reduction Act
Notice 4’s notice under the Paperwork Reduction Act (“PWA"), 44 U S C. 88 3501-

3520, states that the PWA does not apply because “we are not proposing any new or revised
recordkeepi ng requirements.” See 68 Fed. Reg. at 14301. The notice is incorrect, however, as
Noti ce 4 proposes a new mandatory | abeling requirement for malt beverages that contain non-
beverage flavors or other sources of alcohol. See 68 Fed. Reg. at 14301. This new | abeling
requirenent triggers PWA requirements. Mre fundanentally, the OVMB control nunber cited as
authority for proposed Sections 25.55 through 25.58, see id. (citing OVMB control nunber 15 12-
0045), does not support the formula rules contained in the proposed regul ations.

OThe PWA applies to any new “collection of information,” which the Act defines to

include “requiring the disclosure to third parties or the public, of facts or opinions by or for an
agency, regardless of formor format.” 44 U.S.C. § 3502(3). By requiring producers and
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importers of malt beverages that contain alcohol fromflavors to state the product’s al cohol

content on its label, Notice 4 clearly requires the disclosure of facts to the public. In fact, TTB
recogni zes that |abeling requirements trigger the PWA, as it routinely subnits mandatory

labeling rules to OVMB for review See, e.g., 68 Fed. Reg. 51064, 51065 (Aug. 25, 2003)

(extension of TTB ‘s requirenent that al cohol beverage |abels disclose the presence of sulfites).
The PWA accordingly applies to Notice 4 because the Notice proposes a new mandatory | abeling
requirenent.

[ONotice 4 also errs by citing OMB control number 1512-0045 as the basis for its proposed
formula regul ati ons. See 68 Fed. Reg. at 14301. Control nunber 1512-0045 approved TTB' s
Brewer’'s Notice formand information requests submtted in connection with a Brewer’s Noti ce.
See ATF F. 5130.10 (7-2001), Exhibit 22. But the subm ssion that secured OVB approval never
even nentioned the SOP process aside froma cite to the SOP regulation, 27 CF.R § 25.67, in a

long list of regulations supposedly related to “letterhead applications” and “letterhead notices.”
See Submission for Approval of Letterhead Applications and Notices filed by Brewers, Exhibit

23, at 2. ATF' s description of the information collection and its cal culation of the burden
associated with the collection request deals exclusively with the Brewer’s Notice form never

once nentioning the considerable burden the SOP requirenment inposes on brewers. Id. at 3-6.

In these circunstances, Notice 4 can not reasonably rely on the approval reflected by control
nunber 15 12-0045 to clai mapproval of proposed Sections 25.55 through 25.58. See 68 Fed.

Reg. at 14302-33.

OEven if OW' s approval of control nunber 1512-0045 did authorize the collection of

information authorized by the existing SOP regulation, 27 C.F.R § 25.67, the substanti al
di fference between that regul ati on and proposed Sections 25.55 through 25.58 requires TTB to
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seek a new approval of the collections proposed in Notice 4. Current regulations require an SOP
where a brewer plans to “produce and market [beer] under a name other than ‘beer,’ ‘ale,’

‘porter,’ ‘stout,’ ‘lager,’ or ‘malt liquor.”” 27 C.F.R § 25.67(a). Notice 4 proposes to
significantly change the trigger for filing an SOP/forrmula from one focused on the brewer’s
marketing plans to a nore conpl ex anal ysis exam ning ingredients, processes and final product.
More specifically, proposed Section 25.55(a) would require a fornula for any beer:

(1)Otreated by “any special processing, filtration or other methods of manufacture;”

(2) Ocontai ning taxpaid wi ne, a non-beverage flavor, or other ingredient containing

Oal cohol ;

(3)Ocontaining “coloring or natural or artificial flavors;”

(4)Ocontaining “fruits, herbs, spices, or honey;” or

(5)0Othat is “Sake, flavored sake, or sparkling sak&

68 Fed. Reg. at 14302. Even a cursory conparison of these regul ati ons denpnstrates that
approving the collection of information under existing regul ati ons does not authorize the very
different requirenents proposed by Notice 4.

2. 0ONotice 4 Does Not Conply with the Regulatory Flexibility Act

[ONotice 4 clains that it “will not have a significant inmpact on a substantial nunber of
entities” because “10 or fewer qualified small breweries actually nanufacture flavored nalt
beverages subject to this rule.” 68 Fed. Reg. at 14301. As such, TTB believes it has satisfied the
requirenents of the Regulatory Flexibility Act (“RFA"). See 5 U.S.C. 88 601(3)-(4), 603(a).
This conclusion is mstaken, both because nore than ten snall breweries will be affected by the

mandatory | abeling rules proposed in Notice 4, and because the proposed rule will have a
significant inpact on many small whol esalers and retailers.
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FMBC bel i eves the mandat ory al cohol content |abeling requirenment proposed by Notice
4 will affect nore than 10 small breweries. Al though precise formulation information about

specific products is not available to FMBC, public sources indicate that many snall brewers
produce flavored products that |likely contain at |east sonme al cohol from added non-beverage
flavors. This year’s Great American Beer Festival (“GABF”), for exanple, included no fewer
than 43 entries in the fruit and vegetabl e beer category, 16 coffee flavored beers, and 11
“specialty” and 25 “experinental” entries that, in sone cases, were flavored. See G eat
Anerican Beer Festival Wnners, Exhibit 24.15 Simlar nunbers of flavored products appeared

at the GABF in prior years. See id. As TTB knows, al cohol nakes an excellent carrier for
flavors and essences. It is therefore likely that many (though likely not all) of the flavored beers
appearing at the GABF derived at | east sone al cohol from added flavors. TTB can confirmthe
presence or absence of non-beverage flavors in those products by exam ning the SOPs that their
brewers nust submit to TTB. Mreover, snall brewers around the country likely produce many
other flavored nalt beverages that were not entered into the GABF, and inported flavored
products surely exist as well. See Tasting Information on Flavored Beers,
http://ww.tastings.com, Exhibit 25.

[ONotice 4's RFA analysis also fails to consider its inmpact on the vast nunber of snall
entities that resell FMBs —Iicensed whol esalers and retailers. Wile such snall businesses do
not produce or inport FMBs, they certainly have a substantial stake in the outcome of this

rul emaki ng: FMBs of fer whol esalers, and retailers products that generally carry higher profit
mar gi ns per case than conventional -tasting beer. Mreover, these products expand the range of

15 http://ww. beert own. or g/ event s/ GABF/ 02wi nners. ht m
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products that beer wholesalers and retailers carry, likely helping to sell other products. |ndeed,
FMBC respectfully subnits that the substantial nunber of small businesses that have filed
coments on Notice 4 denonstrates conclusively that TTB nust consi der whol esal ers and

retailers in its RFA anal ysis.

OV. OCONCLUSI ON

OFMBC supports the need for a national FMB formul ati on standard and does not w sh to

obstruct reasonable regulation of the FMB category. But where, as here, a proposed rule would
change | ongstanding policies that a substantial nunmber of businesses and consuners have relied
upon, we believe TTB should strive for a standard that mnimizes the disruption to all those who
relied on prior policy. The ngjority standard is such a standard, the 0.5% standard is not.
Particularly given the lack of any conpelling or even stated reasons for favoring the 0.5%
standard over the majority standard, we believe the latter should prevail.

OFMBC thanks TTB for this opportunity to comrent on Notice 4.

Si ncerely,

Gregory Altschuh

Admi ni strator

The Flavored Malt Beverage Coal ition

cc: OFMBC Menbers (list attached as Exhibit 1)
OMarc E. Sori ni

WDC99 798379- 1. 065337. 001
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